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Taxation of California Fiduciaries—
Effects of Residency and Sources of Income
by S H E L D O N R I C H M A N

Partner, Los Angeles Office
Prepared for Use in the California CPA Foundation's Course on
Preparation of Fiduciary Income Tax Returns—September 1969

to tax estates and trusts depends on jurisdiction over the fiduciary and the beneficiary or the sources of income,
or both. Residency is often a basic consideration.
A corporate trustee is deemed a California resident if regarding the
trust the corporation performs the majority of its administrative duties
in California. The residency of non-corporate fiduciaries, beneficiaries
and decedents will be determined under the general California income
tax rules for residency. This concept of residency is somewhat subjective.
Revenue and Taxation Code section 17014 treats as a resident every
individual who is in California for other than temporary or transitory
purposes. Similarly, California domiciliaries who are temporarily outside
the state are viewed as California residents. The underlying concept is
that a person is a resident of that place with which during the taxable
year in question he has the closest connections. Stated another way, on
the basis of objective factors, does it appear that taxpayer is more a part
of the California community than of some other state? This determination is made on a per-case basis and requires consideration of all the
facts and circumstances.
Most reported decisions tend to turn on the amount of time spent
by the taxpayer and his family in California. The California code and
regulations contain a rebuttable presumption that physical presence for
more than nine months a year constitutes residency. The converse does
not necessarily follow, and the regulations provide that a person may be
a California resident even if absent from the state for the entire year.
In such cases, demonstrating permanent absence (as opposed to transitory absence) from the state often involves a showing that substantially
all personal ties with California have been severed. Thus, the former
family home has been sold (not leased for a short term), furniture has
been sold or transferred to the purported new residence (not merely
stored), and there is active participation in the social community of the
CALIFORNIA'S ABILITY
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new residence. The cases and the Treasury Department's position involving bona fide residents for purposes of the exclusion under Internal
Revenue Code section 911 (a) (1) may be useful guides.
TAXABILITY OF T H E FIDUCIARY
The entire taxable income (i.e., after all allowable deductions) of
an estate is subject to California tax if the decedent was a California
resident at his death. If the decedent was a nonresident, only undistributed California source income (see below) is subject to tax. Neither
the residency of the fiduciary nor a beneficiary is relevant in determining
taxability of an estate.
Before net taxable income of a trust is subject to California tax,
either a fiduciary or a beneficiary must be a California resident or the
income must be from California sources. Where taxability depends on
the residency of a fiduciary (i.e., no resident beneficiaries and no California source income), net taxable income is allocated to California in
the ratio of California fiduciaries to total fiduciaries. Similarly, where
taxability arises solely because of a resident beneficiary, net taxable
income is apportioned by reference to the number and interests of California beneficiaries in relation to total beneficiaries (contingent interests
are not considered). Undistributed California-source income is fully
subject to California tax regardless of residency considerations and is
not involved in the allocations based on relative residency.
Particular problems arise where there are multiple fiduciaries and
beneficiaries and at least one of each class is a resident. It has been the
practice of the Franchise Tax Board to use a "consecutive application"
rule in such instances. Net taxable trust income is first allocated to
California in the ratio of resident fiduciaries. The remaining trust income
is allocated under the beneficiary rule.
TAXABILITY OF BENEFICIARIES
A resident beneficiary is taxed on his full share of distributable net
estate or trust income, regardless of the source of such income. Nonresident beneficiaries are taxed only on their share of California-source
income. The character of the income flows through to the beneficiary.
Accumulation distributions, to the extent not previously taxed to
the fiduciary by California, are taxed to resident beneficiaries in the year
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of receipt. (If the income was accumulated while the beneficiary was a
non-resident, however, there is no California tax on the distribution.)
The tax on accumulation distributions is calculated as if the beneficiary
had received the income ratably during the period of accumulation.
CALIFORNIA-SOURCE INCOME
California-source income includes income from a business carried
on within California, income from the sale of tangible property located
in California, and the income generated by such assets. Income from
intangible personal property is not California-source unless the owner
is domiciled in California or the property is used in a business conducted
in California. For a typical non-resident trust (i.e., when no beneficiary
or fiduciary is a resident) that is not engaged in business in California,
only rents and royalties from property located in California are California-source. In such cases, interest from California payors and dividends from California corporations are not California-source income.
FILING REQUIREMENTS AND OTHER
PROCEDURAL MATTERS
A fiduciary must file a return if gross income for the taxable period
is over $7,000. In any event, an estate must file if its taxable income is
over $1,000, while trusts must file if taxable income is more than $100.
Returns are due by the fifteenth day of the fourth month following
the close of the established fiscal period. Under current administrative
practice, final returns are also due at this date, even though the estate
or trust has terminated during the year. (This is contrary to the federal
rule which requires the final returns to be filed by the fifteenth day of
the fourth month following the end of the month in which the termination
occurs.) Taxes are payable in full on the due date of the returns (even
though, for federal purposes, estates may pay taxes in quarterly instalments).
Prior to being granted an order approving the final accounting of
an estate, the fiduciary must file with the court a tax-clearance certificate
if the gross probate assets exceed $50,000 and assets of more than $5,000
are distributable to non-resident beneficiaries. The Franchise Tax Board
will issue such a certificate on a showing that all income taxes of the
estate and the decedent have been paid or provided for. Prompt assess-
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ment can be requested for both estates and trusts. Fiduciaries remain
personally liable for deficiencies until notice of termination of fiduciary
relationship is sent to the Franchise Tax Board.
CALCULATION OF FIDUCIARY'S TAX
AND BENEFICIARY'S SHARE OF INCOME
The method for determining distributable net income and taxable
income for California purposes is virtually identical to the federal rules.
Differences in result may exist because of inherent differences in the
taxability of certain items of income and the allowance of certain
deductions. The more common income differences relate to exempt
interest income and capital gains dividends.
Effect of Basis
Because of differences in basis rules, there may be significant differences in transactions involving property transmitted at death. In general,
inherited property receives a basis equal to its fair market value at date
of death; alternative date valuation is not applicable for California purposes. Since the valuation finally accepted for federal estate tax purposes
may differ from the inheritance tax valuation, differences in basis may
arise. Community property passing to the surviving spouse presents
special California income tax problems. Although the decedent's share
of community property gets a new basis equal to death value, the spouse's
one-half portion will not (for decedents dying after September 16, 1965)
get a new basis if the spouse succeeds to the decedent's share. In such
cases, the spouse's one-half will have the same basis as it had prior to
the death. If the decedent's share passes to a third party, the surviving
spouse does get a step-up in basis for the retained interest. Should the
survivor get a bare life estate in the decedent's share of the community,
there will be no basis adjustment for the survivor's one-half share of
the community.
Deductions
Major differences may arise as the result of the different treatment
accorded specific administrative expenses on the related Estate Tax
Return and Inheritance Tax Affidavit. It may be possible to gain an
income tax benefit in certain estates where the California Estate Tax
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applies. (This "pick-up" tax is due whenever the maximum Federal
Estate Tax credit exceeds the calculated California inheritance tax. The
amount of such excess is assessed by California.) In such cases, claiming
administration expenses against the inheritance tax may result in no
benefit because of the pick-up tax. Thus, it will probably be advisable
to claim the otherwise lost expenses on the estate's income tax returns.
If the deduction for distributions to beneficiaries is not the same,
further differences may result. It should be noted that the California
deduction for distributions is based on California distributable net income,
which may differ from federal distributable net income. Similarly, the
deduction for death taxes applicable to income in respect of decedent may
differ, since the federal deduction is based on the federal estate tax while
the California deduction is based on the California inheritance tax. A n other common difference in deduction is due to the non-deductibility in
California of state income taxes.
Fiduciaries are entitled to limited credits against their California
tax for income taxes paid to another state taxing the same income.
Resident beneficiaries may be able to claim a limited credit for taxes
paid another state by the fiduciary on income taxed to the beneficiary
by California.
SPECIAL PROBLEMS
Community Property
Special problems arise if an estate contains community property.*
Although all the community property is subject to the jurisdiction of
the probate court, the income on only the decedent's share of the community is taxed to the estate. The surviving spouse (hereafter sometimes
referred to as the "Widow", for convenience) must report her share of
income from the community in her individual tax return. This is so even
though the estate makes no distributions to the widow. Since quasicommunity property (see Probate Code section 201.5) is treated as
separate property for tax purposes, income therefrom is all taxed to the
estate even though it may be distributable to the surviving spouse.
* A detailed discussion of what constitutes community property is beyond the
scope of this supplement. In very general terms, separate property is all property
owned prior to marriage; property acquired after marriage by gift, bequest, devise, or descent; and the income therefrom. Community property is all other
property acquired by either husband or wife during marriage. See California
Civil Code sections 161 through 172 for statutory provisions relating to community property.
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Two recent cases have held that family allowances are taxable distributions to the extent of distributable net income. These cases hold
invalid Reg. 1.661 (a)-2(c), which states such distributions are nontaxable. In U.S. v. James, 333 Fed 2nd 748 (CA-9, 1964), the court held
that family allowances specifically ordered payable from estate income
were taxable to the recipient. Thus it appears that family allowances
payable from "income" are first-tier distributions, while allowances payable from corpus are second-tier distributions.
What about the taxability of a family allowance payable specifically
from the widow's share of community income? Since such income is
taxable to the widow in the first instance, it appears that income-splitting
between the estate and the widow can still be accomplished by this device.
Additional problems are present when the widow has elected to take
under the will. Typically, the will grants the widow a life estate in the
decedent husband's share of the community, in exchange for the widow's
relinquishing the remainder interest in her portion of the community.
Income from the husband's portion of the community is taxable to the
estate until the administration is closed. If the widow is 51 or older, the
actuarial value of the relinquished remainder will exceed the actuarial
value of the acquired life estate. This excess is a taxable gift to the
remainderman, and the widow would appear to be precluded from claiming a deduction for a loss on the exchange. Where the value of the life
estate exceeds the value of the remainder interest, the excess, except in
one instance, would appear not to be taxable because, in substance, it
represents a bequest that is tax-free under IRC section 102(a). The
exception, i.e., taxability, might arise if the value of the widow's portion
of the community at the date of the election exceeds her basis for that
interest. This might occur if the assets have appreciated over their estate
tax valuation. It would also occur whenever the assets include property
that represents income in respect of decedent, since such property does
not get a basis step-up. Any recognized gain would usually be capital
gains income.
May the widow amortize, for income tax purposes, any portion of
her basis in the acquired life estate? In Gist v. U.S., District Court,
Southern District California, 68-USTC9666, the court held that a
California widow can amortize over her life expectancy so much of the
basis of the transferred remainder interest as does not exceed the value
of the received life estate.
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The tax consequences of a widow's election are summarized as
follows:
Decedent's
Half

Survivor's
Half

Gross estate (at date-of-death values) . $200,000 $200,000
Debts and administration expenses .
( 8,000) ( 8,000)
Specific bequests
. (22,000)
—
Remainder
Estate and inheritance taxes

. $170,000 $192,000
42,000
—

Net

. $128,000 $192,000
Value of remainder interest in survivor's half relinquished by widow age 60:
192,000 X .60321 (Table 1, Reg. § 20.2031-7) = $115,816
Value of life estate received by widow aged 60 in decedent's half:
128,000 X .39679 (Table 1, Reg. §20.2031-7) =
50,789
Taxable gift:
Excess of value of remainder interest relinquished
over value of life estate acquired

$ 65,027

Income tax deduction for amortization of acquired life estate:
Value (basis) of acquired life estate
Life expectancy (Reg. § 1.72-9)

$ 50,789
21.7

Annual amortization

$

2,341

Income in Respect of Decedent
Internal Revenue Code section 691 (and identical provisions of the
Revenue and Taxation Code) contains some very specific rules dealing
with income in respect of decedent. In broad terms, this is income to
which the decedent had a perfected right at the date of his death but
which he had not, because of his method of accounting, included in tax-
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able income. Typically, any accrued income owing a cash-basis taxpayer
at death is income in respect of decedent. Whoever (fiduciary or beneficiary) receives the payment to which the decedent was entitled will
report the amount as income.
Whatever character the income would have had in the decedent's
hands carries over to the actual recipient. If the decedent had sold some
capital assets, but had not yet received the proceeds, the gain reportable
by the recipient would be capital gain. Similarly, if the decedent had a
right to ordinary income, such as salaries, collection of the proceeds
would be ordinary income.
So that there will be no question that the recipient of income in
respect of decedent has taxable income to report, the basis of the
property received from the decedent is determined, not by the death
tax valuation, but by reference to the basis that the decedent had for
the item. Where the right to income was community property, neither
the decedent's half nor the survivor's half gets a new basis. As instalment notes (typically, trust deed notes) are collected, the recipient
will continue to report gain in just the same fashion as the decedent
would have had he survived. Such instalment obligations may be distributed by the estate to the ultimate beneficiaries without accelerating
the unreported gain. These must be distinguished from instalment obligations that the estate accepts pursuant to a sale by the estate. Distribution of these latter obligations would accelerate the reporting of income.
Since the accrued income is valued in the decedent's estate and
since a collection of such income is a taxable event, it is apparent that
income in respect of decedent is in effect subject to two taxes. The
recipient of income in respect of decedent is allowed a deduction for
the amount of estate tax (inheritance tax, for California income tax
purposes) attributable to the inclusion in the gross estate of such income
in respect of decedent.
Administrative expenditures (which can be claimed as either a
death tax deduction or an income tax deduction, but not both) should
be distinguished from items that may be deducted both for death tax
purposes (as a liability of the decedent) and for income tax purposes
(as an expense incurred in connection with income-producing property).
Specifically, liabilities accrued at death—such as taxes, interest, and
expenses of rental property—are deductible for death tax purposes as
debts and for income tax purposes under sections 164, 163, and 162 or
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212, respectively. Whoever pays the obligation will be permitted the
income tax deduction. These true "double deductions" are technically
"deductions in respect of decedent" and are analogous to income in
respect of decedent.
Other Matters
Since distributable net income depends, in part, on "income" in
the trust accounting sense, the tax advisor must be completely familiar
with the California concepts of determining such income. In this regard,
the provisions of Civil Code sections 730 to 730.17 of the "Revised
Uniform Principal and Income Act" should be consulted.
Reg. 1.641(b)-3 provides that an estate cannot be prolonged indefinitely. A question arises as to when the estate actually closes. It
would appear that transactions occurring subsequent to the date of the
Final Order of Distribution, and not specifically covered by such order,
should be reported by the distributees. It appears improper for the
estate to remain a taxable entity beyond the effective date of the Final
Order.
Since avoiding probate is increasing in popularity, the tax consequences of the revocable trust should be noted. Income from such
trusts is taxable to the grantor during his lifetime and a regular fiduciary return should be filed. (Query: Would a fiscal year election be
valid for such a trust?) Although the issue is not entirely free of doubt,
it appears that if community property is transferred to a revocable
trust, both halves of the community will receive a new basis on the
death of the spouse. It may be possible to deduct the entire cost of
administering the trust both for trust purposes and on the Estate tax
return. (See Commission v. Burrow, 333 Fed 2nd 66, CA-10, 1964).
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